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1.0  INTRODUCTION 
 
Average effective tax rates have been widely used to measure the tax burden of a 
company (Manzon and Smith, 1994; Porcano, 1986 and Zimmerman, 1983). Rego 
(2003) interpreted effective tax rates as a measure of the effectiveness of tax planning 
in which taxes currently payable might be different as compared to the income in 
financial statements. Though all firms are subject to similar statutory tax rates, the 
existence of tax provisions and incentives might result in different effective tax rates 
among them depending on their capacities to pursue tax minimizing strategies. There 
are several factors that could influence the difference of average effective tax rates 
among companies for example firm size, incentives provision and level of income. In 
addition, the involvement of a company in foreign operations could also influence the 
average effective tax rates because such firms are subject to different tax regimes. 
 
It should be noted that companies normally run the businesses to maximize the 
after tax cash flow. According to Craig and Todd (1993), companies that involve in 
foreign operations (multinational companies) have to reevaluate the structure and 
location of foreign operations in order to reduce the tax burden. In fact, they could 
avoid or reduce the tax burden since they have greater opportunities to escape tax 
(Leblang, 1998). Multinational companies might have a powerful incentive to shift 
their profit to low-tax member states.  Multinational companies are able to receive 
 2 
various tax advantages such as credit relief and the chance to reduce tax by shifting 
their income to a lower tax regime.  
 
Rego (2003) found evidence on tax avoidance activities among multinational 
companies. Based on the findings, multinational companies have a tendency to report 
lower effective tax rates than do U.S domestic-only companies. In other words, the 
tax burden of a multinational company is lower as compared to a domestic-only 
company. Therefore, the purpose of this research is to investigate the difference of 
worldwide average effective tax rates of multinational companies and domestic-only 
companies in Malaysia. 
 
2.0 MOTIVATION OF THE RESEARCH 
There are several factors that motivate the authors to carry out this research. 
First is the need to find further evidence on tax avoidance activity among 
multinational companies in Malaysia. Previous literature which was done in overseas 
market found evidence on the lower effective tax rates among multinational 
companies as compared to U.S domestic-only companies (see Rego, 2003). The 
multinational companies are inclusive of those with greater income in which it shows 
that multinational companies with more extensive foreign operations report lower 
effective tax rates than other companies. Therefore, it is of our concern to investigate 
whether such evidence exists in Malaysia since they have the same opportunity to 
escape and reduce the tax burden. 
 
Available literatures tend to explain tax avoidance in overseas environments or 
do not concentrate on multinational companies in Malaysia. For example, a research 
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 that was carried out by Derashid and Zhang (2003) on effective tax rates and 
industrial policy hypothesis among Malaysian companies does not reflect the 
comparison between multinational companies and domestic-only companies. As there 
is a dearth of research study about worldwide effective tax rates among multinational 
companies in Malaysia, we are keen to carry out this research. Further, this research 
would enlighten the knowledge of tax avoidance activities in Malaysia. 
 
There is rapid development of multinational companies in Malaysia since 
cross-border investments offer several advantages to the nation, for example, more 
efficient production, augmenting global income and global tax revenue (Leblang, 
1998). In addition, it would provide greater job opportunities and research and 
development income to the country. In fact, the Security Commission has encouraged 
multinational companies by relaxing its listing policy to allow successful Malaysian-
owned companies with foreign operation and quality foreign corporations operating in 
Malaysia to list on the Bursa Malaysia (Business Times, 20 September 2003).  
 
The Malaysian government also provides several incentives through tax 
incentives provision in Income Tax Act 1967 to encourage local firms to invest in 
overseas market. From year assessment 1995, income remitted to Malaysia by a 
resident company will be exempted from tax. Such provision will also contribute to 
the development of multinational companies. Although the rapid development among 
multinational companies could provide economic and social benefit to the country, it 
is important to note that the tax collection might be affected through tax avoidance 
activities by income shifting and transfer pricing.  
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The tax avoidance activities provide tax advantages to multinational 
companies over the domestic-only companies. Multinational companies are in a good 
position to take advantage of lower cost of operation, lower tax rates in the country of 
operation and tax exemption from income remitted to Malaysia. Although tax 
avoidance activities are allowable as long as they do not fall into tax evasion 
definition, the extent of such activities should be taken care off by the authority. 
Hence, there is a need for the future study to explore the tax avoidance activities 
among multinational companies in Malaysia in order to curb low tax collection 
phenomena. 
 
3.0 SIGNIFICANCE OF THE RESEARCH 
The findings of this research would enlighten the knowledge of tax avoidance 
activities in Malaysia. This research would also explain the tax avoidance among 
multinational companies in Malaysia and the difference as compared to tax avoidance 
among domestic-only companies. It is useful to the authority especially Inland 
Revenue Board to gauge the level of tax avoidance among multinational companies in 
order to ensure reasonable tax collection specifically among multinational companies. 
The finding would also shed some light on the influence of firm-specific 
characteristics on average effective tax rates. 
 
4.0 OBJECTIVES OF THE RESEARCH 
The objective of the research is to investigate the difference of worldwide 
average effective tax rates between multinational companies and domestic-only 
companies. Further, this research would also determine the relationship between firm-
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specific characteristics (i.e. size, leverage, capital intensity and industry) with average 
effective tax rates. 
 
5.0 LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT 
5.1 Average Effective Tax Rates and Tax Planning 
Average effective tax rates are defined as the ratio of income tax payable to 
income. Prior literatures provide a number of ways to measure effective tax rates. 
Two widely used measures are: 1) tax payable over pre-tax income (accounting 
income) and 2) tax payable to cash flows. Porcano (1986) and Rego (2003) used pre-
tax income as a base and they defined average effective tax rates
1
 as the ratio of 
income taxes currently payable to pre-tax accounting income.  Singh, Wilder and 
Chan (1987) and Zimmerman (1983) on the other hand used cash flows as a proxy for 
income. Both average effective tax rates proxies are used to measure a tax burden of a 
company and it might be also useful to interpret the efficiency and equity of a tax 
system (Wilkie, 1988). In fact, effective tax rates are often utilized as a measure of an 
effective tax planning among companies. 
 
Fullerton (1984) explained effective tax rates based on four types of taxonomy 
of effective tax rates: 1) average effective corporate tax rates 2) average effective total 
tax rates 3) marginal effective tax wedge and marginal effective corporate tax wedge 
4) marginal total tax wedge and marginal effective total tax rates. The first two types 
are regarding the average effective tax rates while the last two are about marginal 
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 In the case of tax planning, average effective tax rates is the 
appropriate measure since it could encounter the impact of taxes on incentive, income 
shifting and tax avoidance. On the other hand, marginal effective tax rates are 
concerning more on measuring the effectiveness of a new investment in which it takes 
into consideration the expected inflation, statutory tax rates, credit rates and 
depreciation allowance (Fullerton 1984). In addition, Callihan (1994) highlighted that 
average effective tax rates are appropriate for measuring cash flows and distributional 
burden and in contrast, marginal effective tax rates are more applicable in analyzing 
investment incentives. 
 
Average effective tax rates are a measure of effective tax planning since it 
reflects taxes in several ways. These include the intense of political scrutiny, the 
choice of accounting accruals to influence regulatory and legislative process, tax 
reduction in book income to reduce tax lost and the willingness to forgo tax saving in 
order to avoid reducing book-income (Northcut and Vine, 1998). In other words, 
average effective tax rates could reflect the tax avoidance activities among taxpayers 
in which it is highly correlated with earning management and creation of book-tax 
differences. 
 
Tax avoidance is related to the intention of a taxpayer to reduce tax through 
tax planning method. Salamon and Siegfried (1977) defined tax avoidance as the 
difference between statutory tax rates and effective tax rates. The difference indicates 
the success of a firm to reduce its tax burden below the statutory tax rates through the 
exploitation of tax incentives and utilization of the various tax systems provisions in 
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 Marginal effective tax rates are referred to as taxes on an increase in capital that receives 
new credits and deduction. 
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the tax codes. Manzon, Jr. and Smith (1994) in discussing the effect of the Economic 
Recovery Act of 1981 (ERTA) and the Tax Reform Act of 1986 (TRA) on the 
distribution of effective tax rates among 250 largest profitable U.S companies 
documented a significant reduction of effective tax rates during ERTA period as 
compared to pre-ERTA period. They further explained that many large firms utilized 
the opportunity to reduce tax during ERTA period by making significant capital 





Effective tax rates might vary among companies in different industries since 
there are special incentives granted for certain industries. Thus, companies, which are 
in the industries that provide tax advantages, should have lower effective tax rates as 
compared to the other counterpart. In explaining effective tax rates from financial 
statements, Spooner (1986) expressed that there is a tendency for effective tax rates to 
be lower for companies, which are operating in certain sectors due to specific 
provisions in tax code and tax advantages specifically for that particular industries. 
Thus, companies that utilize the accumulation of these tax advantages and benefits 
will result in lower average effective tax rates than the statutory tax rates. 
 
In addition to the above-mentioned methods of tax planning, Wilkie (1988) 
documented that companies would have variations of effective tax rates due to 
differences in both tax preferences and income, whenever tax preferences and income 
are not perfectly correlated. Tax preferences was referred to as an intuitive sense in 
which it reflects to items that causes a firms’ taxable income to be different as 
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 Manzon et al. (1994) calculated explicit tax rates based on actual taxes paid. 
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compared to its pre-tax income. Further, Spooner (1986) also highlighted that the 
differences between effective tax rates and statutory tax rates among companies could 
be in relation to differences between tax and financial accounting rules and tax 
credits. These are also called as timing differences, which are stimulated from 
statutory tax provisions, for example tax exemption and tax deduction. Both timing 
and permanent differences could affect effective tax rates in their own ways and it is 
important to note that these are some methods of tax avoidance strategies among 
companies. Besides the above planning methods, income shifting would be another 
tool to avoid taxes. This is highly attributed to multinational companies in which they 
might shift the income or profit to a lower tax jurisdiction.  
 
5.2 Tax Avoidance among Multinational Companies  
Multinational companies are subject to corporate income taxes of several 
countries since the operations are located not only in the country of incorporation as 
compared to domestic-only companies. Therefore, they are exposed to variations of 
tax jurisdictions of which it could provide powerful incentives for multinational 
companies to operate in and shift profit to the countries that have favorable tax 
provisions and lower statutory tax rates. In other words, multinational companies have 
a greater opportunity to avoid and reduce taxes. Campbell (2004) explained that there 
are multinational companies, which adopt a tactic called inversion to greatly reduce 
the corporation’s taxes. Inversion involves conversion of domestic multinational 
companies to foreign corporations. 
 
Tax avoidance among multinational companies has been widely discussed by 
the authorities of many countries. This is due to the bad impact to the tax collection, 
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which in turn affects the economy of a country. Bucks and Mazerove (2001) 
highlighted that U.S President recognizes that tax avoidance among multinational 
companies hurts the U.S economy by placing dynamic, small and medium size of 
domestic-only businesses at a competitive disadvantage. This may cause unfair tax 
systems, in which by avoiding taxes, multinational companies will burden the other 
group of taxpayers to pick up the slack. 
 
The inconsistency of tax jurisdictions among countries opens the multinational 
companies to employ a wide variety of international tax planning strategies. This is 
the consequence of economic integration, which eliminates the trade barriers among 
multinational companies. As a result, multinational companies typically revolves 
around minimizing the worldwide effective tax rates by taking advantages of key 
elements of the tax system for example tax treaties and foreign tax credit (Craig and 
Todd, 1993). Furthermore, there is a tendency by multinational companies to 
minimize the worldwide effective tax rates since tax incentives, which lower the cost 
of corporations in transacting in a favored industry, can be hidden within the 
complexity of tax laws (Molloy, 2004). The tax advantages of the tax system may not 
only reduce the multinational companies’ tax burden but it could increase the earnings 
per share and shareholder value (Bauman and Schadewald, 2001). These implications 
encourage multinational companies to continuously avoid taxes and thus as the 
implication, countries will experience a low tax collection among multinational 
companies. 
 
Besides shifting the profit to low tax jurisdictions, multinational companies 
reduce taxes by adopting transfer pricing strategy. This is clearly noted by Leblang 
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(1998) in which he asserted that it is not only in U.S where global companies have 
been able to escape local income taxes by taking advantage of disparities between tax 
systems. Leblang (1998) further documented that instead of shifting the profit, 
multinational companies have the opportunity to avoid taxes by adopting another 
strategy that lead to non-taxable profit in the other country. This is so called as double 
non-taxation. This matter was in the attention of the House Ways and Means 
Committee where they highlighted the case of hybrid entities that are treated as 
partnership under U.S law but as corporation under Canadian tax law. This strategy 
benefits the entities when the interest income is not taxable in Canada meanwhile the 
tax expense was utilized to reduce the U.S tax. The great implication of this tactic is 
about the consequence of U.S-Canada income tax treaty. 
 
In the empirical study about tax avoidance among U.S multinational companies, 
Rego (2003) revealed that multinational companies with more extensive foreign 
operations reported lower effective tax rates than the other counterpart. The study also 
found that multinational companies tend to report lower effective tax rates as 
compared to U.S domestic-only companies. This was due to several tax avoidance 
strategies such as creation of book-tax differences and income shifting. In other 
words, by adopting those strategies, worldwide effective tax rates of U.S base 
multinational companies would differ with effective tax rates of the domestic-only 
companies. Thus, based on the above literatures, it is hypothesized that: 
 
H1: There is a significant difference of worldwide effective tax rates between 
multinational companies and domestic-only companies in Malaysia. 
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By supporting this hypothesis, multinational companies in Malaysia might be 
concluded as adopting tax avoidance strategies to reduce taxes, which is in line with 
findings by Rego (2003). 
 
5.3 Firm-Specific Characteristics 
Prior researches demonstrated several firm-specific characteristics that could 
be associated with corporate average effective tax rates (e.g. Derashid and Zhang, 
2003; Gupta and Newberry, 1997; Holland, 1998; Kern and Morris, 1992; Kim and 
Limpaphayom, 1998; Omer, Molloy and Ziebart, 1993 and Wilkie and Limberg, 
1990). The characteristics discussed in this research include firm size, leverage, 
capital intensity and industry classifications. Evidences from past literatures provide 
consistent and significant associations between these firm’s characteristics and 
effective tax rates. 
 
Size of a company has been widely discussed as one of the determinants of 
average effective tax rates. There are two arguments about the directions of this 
effect. First is about the positive impact of size on average effective tax rates since 
large firms are exposed to a greater public scrutiny and yet they have to incur the 
political cost (Zimmerman, 1983). This in turn will reflect positive effective tax rates 
relationship with firm size. The second direction of this association contradicts 
political cost theory where it explains the direction as the larger the firm, the lower the 
average effective tax rates (Porcano, 1986). The foundation of this prediction is that 
larger companies have greater resources to influence the above-mentioned political 
cost. This is done by having effective tax planning and activities to achieve the 
optimal tax savings (Siegfried, 1972). 
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Derashid and Zhang (2003) in studying the effective tax rates and industrial policy 
hypothesis in Malaysian environment found a significant negative association 
between firm size and effective tax rates. Further, Gupta and Newberry (1997) have 
also found a significant negative relationship between size and effective tax rates 
among 915 U.S firms during four years i.e. 1987 – 1990. However, during 1982 – 
1985, with 823 U.S firms of sample, they revealed a significant positive relationship 
of firm size and effective tax rates. These contradictory results did not support the 
expectation of TRA86. Apart from that, Singh, Wilder and Chan (1987) demonstrated 
that corporations in the smallest size group pay the highest corporate effective tax 
rates. They also suggested that the higher corporate effective tax rates among small 
firms is due to selling, general and administrative expenses in which its ratio to sales 
are more than 50 percent higher for small corporations than for the largest firms in the 
non-durable manufacturing industry group. Thus, based on these findings it is 
hypothesized that: 
 
H2: There is a significant negative association between effective tax rates and firm 
size. 
 
In line with firm size, leverage is also expected to have negative relationship with 
effective tax rates. The direction could be explained as the influence of firms’ capital 
structures and asset mixes of effective tax rates (Gupta and Newberry, 1997). In other 
words, firms with high leverage tend to have lower effective tax rates in which it 
captures the firms’ financing decisions. This might be due to tax deduction by having 
higher interest tax shield. Derashid and Zhang (2003) also found similar result among 
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Malaysian companies. Thus, it is expected that there will be a negative relationship 
between leverage and effective tax rates of this study. Therefore, it is hypothesized 
that: 
 
H3: There is a significant negative association between effective tax rates and 
leverage. 
 
In addition to the above firm-specific characteristics determinants, capital 
intensity could also influence effective tax rates. Capital intensity is related to the 
utilization of property, plant and equipment in the business activity. The differences 
of capital intensity could explain the industries of which the companies involve in. 
For example Lim (1976) identified companies in industrial chemicals and electrical 
machinery as to have high capital utilization.  
 
Capital intensity influences effective tax rates by way of tax preferences 
implication. Derashid and Zhang (2003) and Gupta and Newberry (1997) presented a 
significant negative relationship between capital intensity and effective tax rates. 
These findings show that firms with high utilization of property, plant and equipment 
tend to have lower effective tax rates. Gupta and Newberry (1997) further concluded 
that the negative association indicates the tax preferences among companies whereas 
firms with a greater proportion of fixed asset will utilize the tax deduction in lowering 
the effective tax rates. The deductions might include capital allowance and incentive 
provision. Thus, in line with the literatures, it is hypothesized that: 
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H4: There is a significant negative association between effective tax rates and 
capital intensity. 
 
This hypothesis will explain the impact of tax preferences among companies in 
Malaysia in which it is expected that companies with high capital intensity will be 
benefited from tax advantages in their tax avoidance activities. 
 
Industry classification is a control variable that could influence effective tax rates. 
Derashid and Zhang (2003) documented significant negative association of effective 
tax rates with manufacturing and hotel industries. Therefore, it is expected that 
different firms in different industries might pay different effective tax rates due to 
different opportunity sets for example investment incentive. 
 
6.0 RESEARCH DESIGN 
6.1 Data Selection 
The data of this study is a cross-sectional data that was obtained from financial 
statements information. The data was gathered from 2003 annual reports of listed 
companies in Bursa Malaysia. Companies, which are in finance, trust and closed-end 
fund industries were excluded since those industries are governed by special rules and 
regulations. The sample includes those companies that have disclosed financial data in 
geographical segment. Such sample criterion is to reflect the foreign operations and 
thus the calculation of worldwide effective tax rates could be performed. Companies 
that operate in different geographical areas have to report the financial information 
based on geographical segment. This is required by a disclosure standard by 
Malaysian Accounting Standards Board namely Financial Reporting Standards 114 
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(formerly known MASB 22), which establishes the principles for reporting financial 
information about the different types of products and services an enterprise produces 
and the different geographical areas in which it operates. Therefore, multinational 
companies are required to disclose the financial information in geographical segment. 
 
For comparison purpose, the sample of multinational companies and domestic-
only companies were selected based on a match pair sampling. The bases include 
similar board of exchange, industry, accounting year-end and size (total asset).  
 
6.2 Research Model 
The following model is employed to investigate the association between 
worldwide effective tax rates and the existence of foreign operation and several other 
firm’s characteristic. The research model is adopted and extended from Rego (2003). 
Unlike Rego (2003), leverage and capital intensity are included in the model as the 
additional firm’s specific characteristics. In addition, industrial product industry is 
inserted as a reference to control the industry factor. The research model and the 
expected relationship between dependent variables (WWETR) and all independent 
variables are as follows: 
 








    
WWETR = Worldwide effective tax rates of a company 
which is measured as a ratio of income tax 




FOROPER = A measure of whether the company is a  
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multinational company or domestic-only 
company. This variable is also to measure the 
extent of foreign operation. It is computed as the 
ratio of foreign assets to total assets. 
 
- 
SIZE = Size of a company which is measured as a 




LEV = Leverage of a company which is measured as a 




CAP = Capital intensity of a company which is 
measured as a ratio of net property, plant and 




DIP = Dummy measure of industrial product industry. - 
    
e = Error term  
 
6.2.1 Effective Tax Rates Measure 
 
Effective tax rates have been used by previous researchers to study the tax 
distribution among companies. Buijink, Janssen and Schols (2002) noted that the use 
of average tax rates is most relevant when comparing tax burdens across corporations 
because it measures the average level of taxation on corporate income. However, 
there is a number of possible ways to compute effective tax rates that was suggested 
in prior researches. Owing to data protection measures, it is impossible to obtain the 
exact amounts of tax payments from the tax authorities. This will cause difficulties in 
data estimation. Usually, tax data, which is disclosed in companies’ financial 
statements, provides a rough estimation of the actual tax burden. Nevertheless, 
Zimmerman (1983) demonstrated that the use of financial data provides an unbiased 
estimate of actual corporate tax burdens. The use of financial statements data to 
calculate average tax rates has its own advantage because this approach provides a 
high level of realism since actual corporate observations are included. Besides some 
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limitations in computing better effective tax rates, many researchers in effective tax 
rates studies continue to use financial statements data to make tax estimations.  
 
There are three major issues in the selection of effective tax rates measures 
(Callihan, 1994 and Omer, Molloy and Ziebart, 1991). The issues are: (1) which taxes 
to include (2) how profit should be measured and (3) the effect of net operating loss 
carried back and carried forward.  First, the issue of which taxes to be included is 
relevant because any significant omission can bias a company’s overall tax burden. In 
determining which taxes should be included, other forms of taxes have been taken 
into consideration such as property, state, local and foreign taxes. In the U.S, the 
omission of foreign taxes will have a significant impact on the companies’ tax burden 
since many of them are operating in various countries. Meanwhile, data relating to 
property and other taxes is often insufficient or not available. As a result, these types 
of taxes are often ignored by researchers. In this study, total tax liability as disclosed 
in financial statement is used and it includes domestic and foreign taxes.  
 
Another tax item to be considered is the presence of deferred tax in the 
companies’ accounts. Current tax payments do not only represent the current tax 
burden but also consist of tax expenses either from future or prior accounting periods. 
These are due to the presence of deferred taxation, which arises from permanent 
and/or timing differences. Although some researchers ignored the presence of 
deferred tax (for example, Gupta and Newberry, 1997; Kim and Limpaphayom, 1998; 
Manzon and Smith, 1994; Porcano, 1986 and Wang, 1991), others have suggested that 
adjustment for deferred tax should be made (for example, Davis, 1987; Dhaliwal, 
Trezevant and Wang, 1992; Kern and Morris, 1992; Omer et al., 1993; Singh et al., 
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1987; Stickney and McGee 1982 and Zimmerman, 1983). Callihan (1994) and Omer 
et al., (1991) suggested that if deferred taxes are used in an effective tax rates 
measure, the researcher should choose the deferred tax expense (profit and loss item) 
rather than changes in deferred tax (balance sheet item) because deferred tax expense 
will eliminate the systematic reporting differences associated with the change in the 
deferred tax liability. With the implementation of self assessment system (SAS) 
beginning from 2001 in which all companies are required to compute their tax 
liability based on current year income (rather than prior year income previously), the 
problem of deferred tax is minimized. 
 
The second issue on how profit should be measured is related to the different 
definitions of accounting (book) and tax income. This difference suggests that 
accounting profit might not represent the actual chargeable income of the companies. 
In addition, the accounting policy, which is adopted by a company, can result in 
different amount of income. Accounting policy that induces income differences would 
render financial information incomparable across companies. According to 
Zimmerman (1983) the use of cash flows from operations (rather than operating 
income) would eliminate the effects of different accounting treatments of income.  
 
A number of researchers have also used cash flows from operations as an 
alternative to operating income to calculate effective tax rates (Gupta and Newberry, 
1997 and Singh et al., 1987). Zimmerman (1983) argued that the use of cash flows 
based measure would eliminate the effects of different accounting treatments of 
income that may be interrelated to the explanatory variables of the effective tax rates. 
However, the cash flows measure would also create problems in measurement. 
 19 
Among others: (1) the cash flows are likely to be related to different periods rather 
than accrual accounting figures, (2) operational cash flows do not have to be equal to 
income before taxes, as both are calculated on a different basis and (3) actual taxes 
paid and operating cash flows are likely to be in the different period since taxes are 
usually paid after the cash flows that take into account the taxes have been generated. 
There are prior researchers (for example, CTJ, 1985; Gupta and Newberry, 1997 and 
Porcano, 1986) that employed accounting income as the denominator since it is 
normally in the form of ‘before interest and tax’. In fact, Derashid and Zhang (2003) 
found insignificant correlation between effective tax rates, which utilizes cash flow as 
the denominator, with firm size. On the other hand, in the cases of the denominators 
that are other than cash flow, significant correlations between the other three out of 
four effective tax rates
4
 and firm size were documented. Due to the above arguments, 
the effective tax rates in this research is calculated based on the formula which is 
adopted from Rego (2003) in which the denominator is pre tax income. In order to 
reduce some of the problems due to differences in accounting methods across 
companies, this research uses the net income before depreciation and extraordinary 
items. These adjustments would make the effective tax rates more comparable 
between companies. 
 
The third issue is the effect of net operating loss (negative income) on the 
effective tax rates measurement. Tax expenses for companies with net operating loss 
(negative income) represent a mixture of current period tax refunds and estimated tax 
carried forward and tax carried back. In Malaysia, there is a provision in Income Tax 
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 The other four effective tax rates measures used three different denominators: 1) profit 
before tax and interest 2) pre-tax profit – (deferred tax expense/statutory tax rates) 3) pre-tax profit – 
(changes in deferred tax expense/statutory tax rates).  
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Act 1967 in which companies are allowed to bring forward unabsorbed losses to the 
next period(s) but no provision for tax losses to be carried back. Due to the 
confounding effect of net operating loss (negative income), which may lead to 
difficulty in interpreting the result, many researchers excluded such companies 
(Manzon and Smith, 1994; Omer et al., 1993; Singh et al., 1987; Stickney and 
McGee, 1982; Wilkie and Limberg, 1990 and Zimmerman, 1983). Wilkie and 
Limberg (1990), on the other hand, excluded companies with negative effective tax 
rates rather than negative income alone. In other words, this restriction excludes loss 
making companies (negative denominator) as well as companies that enjoy tax credits 
(negative numerator). Other researchers went a step further to undertake sensitivity 
analysis by including companies with net operating loss in their analysis (Gupta and 
Newberry, 1997 and Shevlin and Porter, 1992). This procedure however, can only be 
carried out if companies with losses are not heavily weighted. Besides loss making 
companies, companies with effective tax rates which exceed “one” are also excluded 
since it may distort the overall outcome of the analysis. This is because the effective 
tax rates which are more than “one” may be resulted by consolidation within a group 
of companies and gain recognition of asset sold in previous year (see Gupta and 
Newberry, 1997; Kim and Limpaphayom, 1998; Singh et al., 1987; Stickney and 
McGee, 1982; and Zimmerman, 1983), Therefore, for the purpose of this research, 
loss making companies and companies with effective tax rates which are more than 
“one” are excluded. 
 
The formula of the effective tax rates would appear as follows: 
WWETR = Income tax payable / Pre-tax income 
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7.0 RESULTS AND DISCUSSIONS 
7.1  Descriptive Statistics and Sample Selection 
Final sample of this research consists of 266 listed companies i.e. 133 of each 
multinational companies and domestic-only companies. It is derived after excluding 
loss making companies, zero and negative tax paid companies, zero or non-available 
foreign asset and extreme outliers (effective tax rates more than “one”) companies. 
Table 1 discloses the sample selection process.  
 
Table 1 
Sample Selection Process 























57 (7) (3) (11) - 36 
Consumer 
Product 
33 (4) - (4) - 25 
Trading and 
Services 
42 (2) (1) (6) (1) 32 
Properties 21 (3) - (3) - 15 
Plantation 12 - - (1) (1) 10 
Construction 13 (1) - (1) - 11 
Infrastructure 2 (1) - - - 1 
Technology 3 - - - - 3 
Total 183 (18) (4) (26) (2) 133 
 
The data which is collected from annual reports is analyzed using descriptive 
statistics analysis. Selected companies are attributed to eight industries that are 
industrial product, consumer product, trading and services, property, plantation, 
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construction, infrastructure and technology. Table 2 displays the percentage of 




Descriptive Statistics – Industry  
 




Number of Each Multinational 










Consumer product 50 (18.8) 
 
25 
Trading and services 64 (24.1) 
 
32 
Properties 30 (11.3) 
 
15 
Plantation 20 (7.5) 
 
10 
Construction 22 (8.3) 
 
11 
Infrastructure 2 (0.7) 
 
1 
Technology 6 (2.2) 
 
3 
Total 266 (100) 133 
   
 
According to histogram chart, the distribution shape of the dependent variable 
(worldwide effective tax rates) is closed to normal with standard deviation of 0.10.  
Table 3 presents the means of the continuous dependent and independent variables 








Continuous Regression Variables - Means 
 









WWETR 0.17 0.16 0.17 
FOROPER 0.10 0.19 0 
SIZE 20.22 20.47 19.97 
LEV 0.18 0.21 0.14 
CAP 0.37 0.38 0.36 
 
7.2 Regression Results 
The main model of this research is tested for model specification. Overall, the 
model is fit and significant at less than 0.0001 with the R
2 
of 0.209 and the adjusted 
R
2 
of 0.193. Tests to determine the existence of multicollinearity among independent 
variables are conducted. Based on Pearson correlation, the coefficients among 
independent variables indicate low correlation values with the highest value of 0.223. 
This shows that the multicollenearity problem in this research is at a minimum level 
since generally, correlation of 0.90 or higher is considered high correlation which 
indicates substantial collinearity (Hair, Black, Babin, Anderson and Tatham, 2006).  

















FOROPER 1     
SIZE 0.170** 1    
LEV 0.070 0.052 1   
CAP 0.086 -0.002 0.049 1  
DIP 0.043 -0.223** 0.054 0.033 1 
**Correlation is significant at the 0.01 level (2-tailed). 
 
In addition to Pearson correlation, linear regression was also conducted using 
all independent variables and the result indicates none of the variance inflation factors 
(VIF) is greater than 3.16. This displays that the multicollenearity is not a concern of 
this research since according to Hair et al. (2006), 3.16 is a restrict VIF threshold.  
 
Overall, the results are quite supportive of the hypotheses. Table 5 reveals the 




Regression Results (n=266) 
 






Constant ? - 
(1.815) 
0.071 
FOROPER - -0.119 
(-2.105) 
0.036 
SIZE - 0.064 
(-1.108) 
0.269 




CAP - -0.354 
(-6.388) 
0.000 




The results present significant associations between the type of the companies 
(i.e. either multinational companies or domestic-only companies) and capital intensity 
with effective tax rates. The type of the companies (i.e. either multinational 
companies or domestic-only companies) is found to be negatively correlated to 
worldwide effective tax rates and it is statistically significant at five percent level. 
This result supports hypothesis H1 in which there is a significant difference of 
worldwide effective tax rates between multinational companies and domestic-only 
companies in Malaysia. In other words, the worldwide effective tax rates of 
multinational companies are significantly lower as compared to domestic-only 
companies. This might be due to tax avoidance strategies adopted by multinational 
companies which are inclusive of income shifting, tax credit and tax incentives. 
 
In line with the type of the companies (i.e. either multinational companies or 
domestic-only companies), capital intensity is also negatively associated with 
worldwide effective tax rates (p<0.01). It shows that the higher the capital intensity, 
the lower the average effective tax rates paid by the companies. Thus, the result 
supports H4 of significant association between effective tax rates and capital intensity. 
 
The third significant result (p<0.01) of this regression model is the negative 
association between industrial product variable and effective tax rates. The direction 
is as expected which indicates different companies in different industries might pay 
different average effective tax rates due to different opportunity sets. 
 26 
 
In addition to the above results, the analyses indicate positive relationships 
between size and leverage with worldwide effective tax rates (p>0.10). Thus the 
results fail to support H2 and H3 which respectively predicts negative associations of 
size and leverage with effective tax rates. 
 
In general, the results of the difference between worldwide effective tax rates 
between multinational companies and domestic-only companies is consistent with 
Rego (2003), who found evidence on tax avoidance among multinational companies. 
It shows that multinational companies in Malaysia have a tendency to report lower 
effective tax rates than do Malaysian domestic-only companies. The result on the 
negative association of capital intensity with effective tax rates shows that companies 
with high capital utilization of property, plant and equipment tend to have lower 
effective tax rates as suggested by Derashid and Zhang (2003) and Gupta and 
Newberry (1997). The result also indicates tax preferences among companies in 
which companies with a greater proportion of fixed assets utilize the tax deduction 
arrived therefrom for example capital allowance and incentive provisions (Gupta and 
Newberry, 1997). 
 
In the case of industry, this study finds that industrial product is negatively 
associated with effective tax rates.  This result is in line with Derashid and Zhang 
(2003) who documented significant negative association between effective tax rates 
and manufacturing and hotel industries. This might be due to higher tax incentives for 
those industries.  
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Based on the results, the government should note that multinational companies 
pay lower effective tax rates as compared to domestic-only companies. Hence, it 
seems like multinational companies are adopting tax avoidance strategies which 
inclusive of creation of tax-book differences, income shifting, exploitation of tax 
incentives and utilization of various tax systems provision in tax codes. This 
phenomenon should be taken care off because the tax avoidance activities could lead 
to low tax collection phenomena. In fact, it may cause unfair tax system to the 
domestic-only companies. 
 
8.0  CONCLUSION, LIMITATION AND FUTURE RESEARCH 
This research seeks to investigate the difference of worldwide effective tax rates 
among multinational companies and domestic-only companies in Malaysia. The result 
provides empirical evidence on the significant difference of worldwide effective tax 
rates between multinational companies and domestic-only companies in negative 
direction. This might be due to different opportunity between both types of companies 
to reduce and escape the tax burden. This research also investigates the association 
between effective tax rates with firm size, effective tax rates with leverage, and 
effective tax rates with capital intensity.  In explaining the relationship between 
effective tax rates with capital intensity, the finding supports the hypothesis in which 
the higher the capital intensity, the lower the effective tax rates of the company. This 
might be due to tax saving which arises from capital allowances of the qualifying 
capital expenditures.  In the case of relationship between effective tax rates with firm 
size and effective tax rates with leverage, the results fail to support the hypotheses. In 
terms of industry reference variable, it appears that different industry has different 
opportunity to reduce the effective tax rates by having different available capital 
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investment incentives. This is represented by the result of negative relationship 
between industrial product and effective tax rates. 
 
Even though the results of the model are quite supportive, it requires careful 
interpretation since it could not be generalized to the population. This is because of 
the data is only concentrating on listed companies at Bursa Malaysia. Hence, future 
research should try to analyze the issue in broader aspects of companies so that it 
could explain the worldwide effective tax rates across multiple sizes and categories of 
companies. Besides, this research utilizes cross-sectional data and it would be more 
meaningful if the future research could utilize panel data. In addition, it might be 
useful for future research to test the difference using foreign income tax and 
Malaysian income tax as the worldwide effective tax rates proxy since it could reflect 
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